ABSTRACT
INTRODUCTION
he debate over privatizing all or part of the Social Security Trust Fund can be traced to 1964 when Senator Barry Goldwater, then Republican Party Presidential Candidate, made it a central part of his political campaign. However, Robert A. Rankin observed the following in the San Jose Mercury News (July 26, 1998, pg. 1E):
In 1964, presidential candidate Barry Goldwater was so ridiculed for suggesting that Social Security become voluntary that his campaign never recovered. Even in the Reagan and Bush years, lawmakers of both parties agreed that Social security was the "third rail of politics" --touch it with any proposed change and you will die.
In spite of this dire warning to politicians, the issue of privatizing Social Security (SS) has been vigorously debated over the past fifty years in political campaigns, by Presidential Appointed Task Forces, by so-called independent think-tanks, and in the news media. A Google search for "privatizing social security" presented 383,000 results and a similar search of the LexisNexis Academic data base presented 1,000 results. Every president or his cabinet member since the 1960s has appointed a task force to make recommendations to ensure the financial stability of the SS programs and to provide reasonable retirement and insurance benefits to its contributors; namely, the workers and their families.
In reviewing 88 years of financial market data going back to 1926, the author shows that investing in the stock market will most probably produce higher returns for the U.S. taxpayer (investor) over the long term, but the investor will have to be prepared for a roller-coaster ride of highs and lows.
LITERATURE REVIEW
Numerous proposals have been made over the past fifty years regarding the payroll surpluses that are held in the Social Security Trust Fund (henceforth referred to as the Trust Fund). These proposals are best summarized by The Existing Plan (under current law) and Plan 1 are similar to a defined benefit plan (DBP), where the Federal government promises to pay the defined benefits to the beneficiaries with the result that the U.S. taxpayer will ultimately be responsible for making the promised payments. Therefore, Under Plan 1, the gains and losses from investing in the stock market would be borne by the taxpayer. Under Plan 3, which is similar to a defined contribution plan (DCP), the gains and losses from investing in the stock market would be borne by the worker. The author characterizes Plan 2 as a "Quasi Defined Benefit Plan" which has elements of a DBP and a DCP.
The author decided to focus on the above Advisory Council because their work during the 1994-1996 period was conducted when stock market prices were strongly influenced by the "dot com boom", while the Trust Fund was showing relatively modest returns from its portfolio of fixed income securities issued by the Federal Reserve Bank (Treasury Securities). For example, returns for the S&P 500 and for the Old-Age and Survivors Insurance (OASI) for the 1991-1996 period are presented in Table 2 . The OASI Trust fund is the most significant part of SS. 
…. opting for a personal account in conjunction with traditional Social Security is less risky than opting to have all of one's Social Security taxes go into traditional Social Security. The overall downside risk of receiving lower than anticipated Social Security retirement income is reduced by diversifying to include personal accounts along with traditional Social Security.
Based on the author's review of the literature where the pros and cons of the various options/proposals to reform the SS program have been debated, the author is in favor of Plan 1 ("Maintain Benefits") where a significant portion of the Trust Fund is invested in the stock market. This would allow for the current DBP benefits to continue and the stock market risk would be borne by the U.S. Federal government and ultimately the taxpayer.
88-YEAR HISTORY OF FINANCIAL MARKET PERFORMANCE IN THE U.S.
Ibbotson SBBI 2014 Classic Yearbook, published annually by Morningstar, is an excellent source of financial data going back to 1926. In Table 3 The well-below par performance of the stock market in the past 14 years, beginning in 2000, should cause some anxiety to potential investors. The higher average returns in the S&P 500 should also be evaluated relative to the higher volatility in these returns during the 88 years, which will be addressed in the next section. The financial performance in Table 3 The volatility of the stock market is aptly captured in a speech given by Alan Greenspan, Chair of the U.S. Federal Reserve Board, on December 5, 1996. He asked, "But how do we know when irrational exuberance has unduly escalated asset values, which then become subject to unexpected and prolong contractions as they have in Japan over the past decade?" The phrase "irrational exuberance" stuck in the mindset and Robert Shiller, 2013 Nobel Laureate in Economics, made it the title of his best-selling book, first published in 2000, on the overvaluation of U.S. stocks. Shiller has a website where he reports price-earnings data at the end of each month and comments on the state of the stock and housing markets (http://www.irrationalexuberance.com/).
THE SOCIAL SECURITY PROGRAM AND INVESTMENT PERFORMANCE OF THE OASI TRUST FUND
The SS Program commenced operations in January 1937 and was designed as a "pay-as-you-go" system where retired beneficiaries were paid their monthly annuities from payroll taxes collected from active workers and their employers. This system continues to operate today, except that it now has two parts -Old-Age and Survivors Insurance (OASI) and Disability Insurance (DI) -collectively referred to as OASDI. They have separate trust accounts and different payroll tax rates. The current situation is well captured on page 2 of the 2013 Annual Report of the Trustees:
At the end of 2012, the OASDI program was providing benefits to about 57 million people: 40 million retired workers and dependents of retired workers, 6 million survivors of deceased workers, and 11 million disabled workers and dependents of disabled workers. During the year, an estimated 161 million people had earnings covered by Social Security and paid payroll taxes. Total expenditures in 2012 were $786 billion. Total income was $840 billion, which consisted of $731billion in non-interest income and $109 billion in interest earnings. Asset reserves held in special issue U.S. Treasury securities grew from $2,678 billion at the beginning of the year to $2,732 billion at the end of the year.
The computation of the monthly retirement benefit paid to a retiree is fairly complex, but the important point is that it is more of a DBP that is not directly affected by the investment performance of the OASI Trust Fund. The normal retirement age (referred to as full retirement age) varies from 65 to 67 years depending on when the worker was born. However, early retirement can be taken at age 62 and retirement benefits must be taken no later than age 70.
In Table 4 , annualized compound returns are presented for large company stocks (S&P 500 stock market index) and for Special Issue Government Bonds (SIGBs) held by the OASI Trust Fund. The SIGBs are issued by the U.S. Treasury Department and managed through their Bureau of Public Debt. The SIGBs have maturities ranging from 1 to 15 years. The data are primarily for a 62-year period from 1950 to 2012. This 62-year period provides a more stable political and economic environment after the end of World War II in 1945. The S&P 500 produced an annual average compound return of 11.0 percent for the 1950-2012 period, which is substantially greater than the 5.9 percent for the SIGBs, resulting in an excess of 5.1 percent. The 62 years of data are then divided into six decades. The S&P 500 out-performed SIGBs in four of the six decades, except for the 1970s and 2000s. The SIGBs produced average excess returns of 0.3 percent in the 1970s (6.2 percent versus 5.9 percent), which can be attributed to the high rates of inflation (average of 7.4 percent, which is the highest in any decade as per Table 2 ). As stated earlier, the "Bursting of the Dotcom Bubble" in 2000 and the "Financial Crisis" of 2007-2008 had a similar impact in the last decade so that returns on SIGBs exceeded S&P 500 returns by 6.7 percent, on average, during the 2000-2009 period (-0.9 percent for S&P 500 versus 5.8 percent for SIGBs). The substantial stock price gains of the "Dotcom era" have been wiped out by losses in the last decade. However, the data in Table 3 show that the S&P 500 has out-performed the SIGBs in two of the past three years -in 2010, S&P 500 return of 15.1 percent versus 4.6 percent for SIGBs; in 2011, S&P 500 return of 2.1 percent was below the 4.4 percent for SIGBs; and in 2012, S&P 500 return of 16.0 percent versus 4.1 percent for SIGBs. Furthermore, the S&P 500 return of 32.4 percent for 2013 will be well in excess of the return on SIGBs. The return for the latter is not available at this time.
The author has been focusing on the compound annualized returns, which fail to capture the variations in return (volatility or risk). The volatility of returns is best measured by determining the arithmetic mean (simple average), the standard deviation (std. dev.) around it, and the resulting coefficient of variation (CV), which is the standard deviation divided by the arithmetic mean. CV is a form of risk-reward ratio in that it measures how much variation in returns there is for each 1 percent mean return. CV allows one to compare returns over time and also across different types of investments. A risk-averse investor prefers low CV ratios because it provides the smallest variation per 1 percent return. The arithmetic mean (simple average) is not used widely in measuring financial performance because it provides a linear growth rate in returns rather than an exponential growth rate. The latter is captured by the compound rate (also called geometric mean return) because it allows for growth-on-growth (compounding). The arithmetic mean is greater than the compound average (geometric mean) and the difference is greater when there is a large standard deviation. Paquette (2005) shows the difference in results between geometric mean and arithmetic mean when there are significant variations in returns during the period under review.
A review of Table 4 shows that the CV for S&P 500 is significantly greater than for SIGBs across all six periods because of the substantially large standard deviations for stocks. Participating in the stock market can result in large gains and losses over time compared to the stable returns from government-issued fixed income securities. The CV of 17.6 for the 2000-2009 period is extremely high and, as stated earlier, it is due to the well below par performance of the stock market in the last decade, which should cause some anxiety to potential investors.
The "roller-coaster ride" experienced by investors holding stocks in large companies since 1995, for example, can best be appreciated by reviewing Table 5 where the following are shown: 1) the steady growth in OASI assets which are primarily in SIGBs, 2) the growth in interest earned from SIGBs, 3) the decrease in the average rate of interest earned on SIGBs, and 4) the volatile S&P 500 returns. The S&P 500 had 14 years of positive returns (a high of 37.6 percent in 1995 and a low of 2.1 percent in 2011) but also had four years of substantial losses (-9. The annual returns show the ups and downs of holding stocks, but the S&P 500 still out-performed SIGBs by 2.42 percent (8.56 percent versus 6.14 percent) over the recent 18-year period. Returns on SIGBs have been declining steadily, from 7.9 percent in 1995 to 4.1 percent in 2012, which reflects the long-term perceptions of financial market participants who are spread around the world investing in stocks, bonds, financial derivatives, real estate, and commodities. For example, the "Sovereign Debt Crises" in the euro-zone increased the demand for U.S. Federal government-issued fixed income securities causing interest rates to remain low because the U.S. is a relatively safehaven for investors. However, the "Sovereign Debt Crises" also had a negative impact on U.S. stocks because U.S. companies were exporting less to Europe and deriving less revenue from their European operations.
Pays benefits to retired and disabled workers and their families and to survivors of workers who die. Benefits are financed by specially earmarked taxes.
None.
Money in the Social Security trust fund and can be invested only in Government securities, not in private stocks or bonds.
Not applicable.
Plan 1: "Maintain
Benefits"
Maintains current benefit structure with modest changes in benefits and revenues, and perhaps a new investment policy for the Social Security trust fund.
40 percent of trust fund money might be invested in private market (after further Federal study). Investments would be passively managed by an independent board to follow some broad index of market performance.
Plan 2: Personal Security Accounts
Creates a two-tier system, consisting of a flat Federal benefit and a mandatory personal security account managed by individuals. 
